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Estonia's current budgetary outlook is better by far than that of most OECD countries. Tthe authorities have been able to exercise remarkable flexibility during the downturn, cutting expenditures as revenues collapsed. Yet this came at a cost, and the State Budget Strategy for 2011-14 calls for more efficient use of budgetary funds and creation of fiscal space. The authorities wish to remain fiscally prudent and plan to broadly maintain the current moderate level of public spending (Convergence Programme, 2010) . The chapter looks at two selected areas: healthcare and local government. Both have experienced a considerable reduction of resources during the downturn. In health care the waiting times have been increased and prices for services of providers cut. Local governments are experiencing decrease of resources both as a result of lower income tax revenues and a decrease in the tax sharing arrangement. Since return to the previously revenue buoyant growth is unlikely for some time, the challenge is to deliver services while improving quality in the years to come.
Measured by general government expenditure as a share of GDP, Estonia stands out as having a lean government which is typified by its distortion free approach to policy making ( Figure 1 ). General government expenditure remained more or less stable at some 35% of GDP during the decade prior to the 2008 downturn, about 10 percentage points below the OECD average. Estonian government spending is notably low when compared with other Nordic countries, where it is at some 50% of GDP. However, within OECD area there are marked differences in how much governments spend. While most continental European countries and the Nordics rank above average others such as Korea, New Zealand or United States spend below the average. Due to the sharp GDP fall and increased social spending as a result of the downturn, Estonian government spending reached over 47% of GDP in 2009. It is set to peak in 2010 before starting to decrease slowly. According to the Convergence Programme (2010) , the level of general government expenditures is set to decrease again to levels below 40% in the medium-term.
Healthcare is particularly susceptible to spending acceleration
Although looming spending pressures as a result of projected population ageing are not as pronounced as in other countries, they nevertheless lead to more emphasis on the efficient use of available resources. Experience from other OECD economies underscores that health expenditures tend to rise together with increasing incomes and technology developments (Oliveira Martins and de la Maisonneuve, 2006) . Technological advances mean on one hand progress in curing illnesses but very often also increase in costs. Each of these trends increases pressure on expenditures and this is true also for Estonia. With total healthcare spending of 6.1% of GDP (2008) Estonia spends well below the OECD average of 9% of GDP. Also, healthcare spending as a share of the government expenditure at 10.8% is low compared to both the 1.
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EU and OECD average. Yet, countries that spend the most do not necessarily fare best in terms of health status indicators and quality of care as is clear with the high US spending of 16% GDP and only an average life expectancy.
Although the population seems satisfied overall with the existing healthcare system, Estonia does not score well in terms of health status 2 . Life expectancy is still low. It was 74.6 years in 2008 while the figure for OECD average was 79.0 years, and in Finland and Sweden, 79.9 and 81.4 years respectively. The situation is particularly alarming for men at 65, whose life expectancy of 13.6 years is one of the lowest in OECD, and on a par with Hungary. Part of the explanation could be attributed to unhealthy lifestyle of certain parts of the population as Estonia has the highest alcohol consumption among the OECD countries and ranks among the top on smoking and obesity. But as illustrated bellow, socio-economic factors can only partly explain a healthcare system's performance. Indeed, the authorities recognize that low life expectancy is an issue, and the State Budget Strategy for 2011-14 aims at increasing health-adjusted life expectancy by three to four years by 2014. 
2.
70% of the population evaluates the overall quality of healthcare as good according to a Eurobarometer poll, which is the same as EU average but higher than in neighbouring Baltic countries (Eurobarometer, 2010) .
The scope for efficiency gains exists
Recent OECD work using both panel data regressions and data envelopment analysis shows that there is scope for efficiency improvements in healthcare across most countries. Potential gains in health outcomes by improving efficiency can be significantly higher than just by increasing expenditure. Furthermore, looking at groups of the countries sharing similar institutional characteristics showed that no broad type of health care system is particularly better than others in improving population health status in a cost-effective manner. In other words, efficiency improvements seem to be feasible within all institutional setups of OECD health systems . Such analysis for Estonia indicates that there is scope for efficiency gains (Figure 3) 3 . Given the low level of spending, healthcare system performance falls slightly below OECD average results on possible improvements. Life expectancy could be increased by 2 years maintaining the same level of spending while moving to a more efficient use of existing resources. Analysis using two inputs: health expenditure and environment -a composite socio-economic indicator that includes GDP per capita, educational attainment and lifestyle factors (see note of Figure 3 ), shows that life expectancy at birth could be increased by 2.5 years and life expectancy at 65 by 1.9 years by moving to a more efficient healthcare system. Both of these indicators are very close to or at average outcomes for OECD countries. However, an analysis focusing on volumes rather than value terms, by substituting the health expenditure by the number of health professionals, shows a potential for significant increases in life expectancy at birth (of 8 years) that clearly exceeds other OECD countries efficiency reserves. Such results are quite common in CEE countries and suggest that there might be many health professionals but they are poorly paid and/or have low incentives for treating patients. As will be shown below, the number of nursing staff and pay levels could be an issue.
3.
Data envelopment analysis measures health system efficiency of OECD countries. It creates an efficiency frontier by optimising the input to output ratio to calculate efficiency scores for each country. For more details see Joumard et al. (2010) . 
A well regulated public system applies numerous market signalling features
Estonia has a mandatory public system of healthcare with almost universal coverage and a single insurer. When reforming the system from Soviet-style legacy in the 1990's, a multi-insurer model was ruled out on the grounds that given Estonia's small population, effective competition between insurers would be impossible. Indeed, in comparison with countries like Czech Republic or Slovakia that introduced multi-insurer models, Estonia fares well in terms of lower administrative costs 4 . General health insurance covers about 95% of the population, 45% of whom are non-contributors (i.e. not working). The
4.
In 2007, public administrative costs for the whole health system accounted for 2.6% of total health expenditure (NHA data). According to WHO the administrative costs are comparatively low: for other countries they ranged from 1.6% of total health expenditure in Hungary, 2.7% in Poland, 3.8% in the Czech Republic and 5.4% in Slovakia (WHO, 2009 ). This is a WHO concept used for international comparisons, but it serves well also for trend analysis. The latter is calculated as median food expenditure. Capacity to pay is then amount available for non-food spending. If actual food expenditure is lower than subsistence spending, then capacity to pay includes total non-food expenditure. See the following for details: Xu Ke (2005).
state makes contributions on behalf of some of them, notably the unemployed and parents on parental leave. In terms of scope, the insurance package has evolved somewhat over the time but is generally broad although it excludes dental care for adults and long-term care. Also, an elaborate system of user charges and drug co-payments is in place.
Public health spending funded by a social tax on labour and mainly via a health insurance fund
The majority of public health spending is financed though the health insurance fund (EHIF), with some particular services funded directly by different levels of government. The EHIF is funded by an earmarked share of a social tax levied on labour income. It is obliged to have a balanced budget and to create reserves to account for unexpected developments in revenues, but is implicitly backed by the state. Employees and self-employed contribute 13% of gross wages, which is part of a 33% social tax and collected by the tax authority. A cap on income subject to contributions for the self-employed is in place, although it is at relatively high level (15 times the minimum wage) and the introduction of a cap for employees has been under consideration. On top of this, about 10% of health financing passes through the state and municipal coffers. The Ministry of Social Affairs funds emergency care, ambulance services and public health programmes. Local municipalities cover non-emergency care for the uninsured. Capital costs were previously allocated directly from the state budget but more recently these are increasingly being funded via the EU structural funds. Country score relative to most efficient score and 95% confidence intervals Note: Scores were estimated using Data Envelopment Analysis (DEA) with two inputs (health care spending and a socio-economic/life-style measure) held constant and one output (life-expectancy at birth). Life-style factors were consumption of fruit and vegetables and lagged consumption of alcohol and tobacco. Estimates were corrected for bias and small samples using the bootstrap statistical technique. Scores should be interpreted as broad indicators of scope for efficiency gains and ranking. Methodological details are in Joumard et al. (2008) 
Box 1. Main actors of healthcare system
Government is the principal policy maker and regulator of the system. Its main goals and plans are outlined in the National Health Plan (2008), which covers the period to 2020 and targets increasing life-expectancy and general health conditions of the population. The government approves a basic benefits package and price list, usually once a year following a proposal of the Ministry of Social Affairs, on the basis of medical efficacy, cost-effectiveness, compliance with national health policy and availability of financial resources. The Ministry also plays a key role for drugs price setting. There are a number of state agencies such as the Health Board, Pharmaceutical committee, National Institute for Health Development and State Agency of Medicines that carry out various supporting tasks for the Ministry.
Estonian health insurance fund (EHIF)
is the administrator of the system. It is a single insurer and main contractor of care. It carries out monitoring of providers, supplies the government with analysis for decisions about reimbursements and content of the coverage package. The fund is financed from a social tax levied on wages but is implicitly backed by the state, an arrangement that in theory gives an incentive to exceed the budget but so far no bail out has been needed. The EHIF operates through four regional branches. It is also responsible for part of the sickness insurance (the other part being a responsibility of employers) and the distribution of maternity benefits. The fund is governed by a 15 member supervisory board of representatives of the government and patients' organisations, chaired by the Minister of Social Affairs. In 2009 the EHIF's expenditure on health services accounted for 5.4% of GDP.
Local governments own hospitals and nursing care institutions, largely via foundations. They are primarily responsible for the provision of long-term care and cover non-emergency care for the uninsured.
Hospitals are legal entities in the form of limited companies or foundations, owned by either the state or local governments. The 2003 Hospital Master plan envisioned 19 active care hospitals throughout the country: 12 general and local hospitals (one in each county expect for Tartu, Parnu and Harju, where central or regional hospitals are located), 4 central hospitals and 3 regional hospitals. The EHIF contracts health care with these hospitals in five year plans. Furthermore, there some 30 nursing care institutions and 7 privately owned hospitals, focusing largely on specialised care.
General practitioners (family doctors) operate typically in individual practices and serve a partial gate-keeping role. Family doctors are obliged to have no less than 1 200 and no more than 2 000 patients except for some rural areas and some islands. They are paid by a combination of a basic monthly allowance, a monthly age-adjusted capitation-fee per patient and fee for service. A recently introduced voluntary quality bonus focusing on disease and chronic conditions prevention has been taken up by a large share of GPs.
With 0.65 pharmacists per 1 000 population Estonia has the highest number of pharmacists in the Central European region and ranks on a par with Austria and Denmark. There are over 500 pharmacies and opening of a new pharmacy is regulated based on geographical location and population size since 2006. A large share of the market is concentrated in five pharmacy chains. Drug wholesalers cannot operate a pharmacy directly, but only through a subsidiary.
Source: WHO (2009 WHO ( , 2008 , Habicht (2010) .
Family doctors provide general primary care and serve a partial gate-keeping role. Consultations are free of charge during office hours and there is a privately paid fee for home visits. Nurses can also carry out home visits and consultations on an individual basis. Furthermore, there is a 24 hour primary care call centre that has proven popular ever since its introduction in 2005. Visits to specialists without a referral are possible but are not covered by the insurance. There are exceptions for patients with chronic conditions and for some specific professions such as ophthalmologists, dermatologists, dentists and gynaecologists. Family doctors have a fixed range for the number of patients, with a few exceptions for remote rural areas. There were 3.3 physicians and 0.86 GPs per 1 000 inhabitants in 2009, both close to the OECD average.
There has been a significant reduction in the hospital network already, but scope for more rationalisation remains. Targeted streamlining of the hospital network has been in place since 2000. An original government plan was for 19 hospitals with 2.2 beds per 1 000 inhabitants by 2015, but this was later on increased somewhat. Currently, there are 3.8 beds per 1 000 inhabitants and the number of county hospitals is still slightly above the targeted figure. A National Audit Office report highlights that the updated hospital streamlining plan does not reflect well changes in the society that have happened since the original plan was created. Rural patients increasingly use regional or central hospitals as opposed to their local facilities. The county hospitals seem in particular affected by this change. The hospital network offers scope for further streamlining and the authorities are currently working on reviewing it. In particular, some general and local county hospitals can be turned into health centers with emphasis on provision of outpatient and day care as well as nursing care services.
Meanwhile, falling demand in local hospitals raises issues of ensuring a consistent level of quality of care. The EHIF carries out internally some benchmarking of providers to address issues of quality, mainly by comparing the providers to national averages on indicators such as length of stay in hospitals or case-mixed indices and more recently also in relation to other providers. Also clinical audits and development of clinical guidelines are underway. Given the small size of the Estonian healthcare market, international co-operation might also be an opportunity to improve the efficiency of the system and ensure consistent levels of provided care. Some of this is already underway, as the EHIF allows for some highly specialised treatments to be carried out abroad. In 2006, there were some 6 500 such cases and in 2009 this has increased to more than 22 000 cases. These were mainly treatments of highly specialised nature for which the service or its alternative doesn't exist in the country.
Diagnosis-related group (DRG) based contracts are used widely for paying healthcare providers. These have been gradually phased in since 2001 and the proportion of DRG payment for inpatient and day-care surgical cases has been raised to 70% recently, while 30% remains reimbursed based on services. The DRG payments were originally introduced following an unexpected dip in revenues in 1999, as the Estonian economy felt the impact of the Russian crisis, as well as in an effort to deal with continuous rise in fee-for-service costs that was out of line with price developments at the time. The EHIF contracts with licensed hospitals on a medium-term basis (three and five year contracts) which embody a price list set by the authorities and include indicators such as maximum waiting times and quality of care. WHO points out that although the provider pay system has been reformed and improved substantially, some perverse incentives remain. For example, case-based purchase of inpatient care doesn't encourage continuity of care among providers or levels of care. Moreover, care may not always be delivered at the appropriate level. About a half of the EHIF's budget is spent on specialist care, but only 8% on primary care. According to WHO there is also an issue of avoidable hospitalisation -i.e cases that could have been avoided through better quality of primary outpatient care -which points to a need for improvements in the family doctors' services. The EHIF's own analysis illustrates the scope for improvement in the GP network. When looking at the relationship between hospital utilisation and GP visits, it found that the three counties with the highest hospitalisation rates have the lowest utilisation of GPs (WHO, 2010) . The effectiveness of gatekeeping often depends on the ability of the primary care doctor to act as a good agent managing and coordinating the follow up of patient care, as well as on information available on the quality and prices of services supplied by the providers of secondary care.
Rising out-of-pocket payments bring issues of accessibility
Out-of-pocket payments (OOP) were introduced in 1995 and have evolved significantly since. While in the early 2000s there were co-payments for most doctors' visits, today regular GP consultations carry no OOP. Also, annual spending limits which qualify for additional reimbursement, have been introduced even though these stop at a relatively high threshold of EUR 1 278. Furthermore, the group of the population who are exempt from a number of OOPs has been reduced over time. Currently, children and pregnant women are exempt. Retirees, the disabled and children under 16 are not, although they were previously also part of this group and still get higher re-imbursement rates for pharmaceuticals. A 15% co-insurance for inpatient nursing care has been introduced in 2010.
The importance of out-of-pocket payments as a source of financing has increased considerably. At the end of the 1990's they represented some 14% of total healthcare financing. By 2006, this has peaked at 25%, and it declined only slightly below 20% in 2008, which is the OECD average. This increase is also visible when looking at households' expenditure. In 2000, the share of OOPs in total household expenditure was on average just under 3%; then in 2007 it reached 5%, while the OECD average was 3.6%. OOPs are generally considered as a useful tool for curbing excessive demand and a large number of OECD countries have introduced them in some form. However, they raise issues of accessibility of care, which can have an impact on the general health status of the population. Should they result in postponing adequate and timely care in the early stages of an illness, which tends to be cheaper, such postponement can create additional costs for more sophisticated treatments later on. A large majority of OECD countries (with the exception of Mexico and Turkey) use policies to protect some population groups or the entire population from excessive out-of-pocket payments. Twenty-four countries exempt patients with specific medical conditions or disability, thirteen countries exempt seniors and the same number exempt pregnant women. Another widely used option is setting up an upper limit in relation to household income, which is applied by seventeen OECD countries (Paris et al., 2010) .
In an analysis of OOPs impact on Estonian households, Võrk finds that over time they have become regressive and as a result certain groups have been pushed into poverty (Võrk et al., 2009) . Pensioners are most affected by the increases. The proportion of households with OOPs above 40% of capacity to pay has increased steadily, and in 2007 reached 3.3%
5 . This share of people paying so-called catastrophic expenditures for health is comparable to Korea and Mexico, even though this has to be taken with a certain caution as this data are based on a self reported questionnaire and a number of countries didn't report such national estimate (Paris et al., 2010) . Households can apply for social assistance at their local municipality. Municipalities are obliged to fund health care for the uninsured population and in fact some health care costs for the insured are also already being reimbursed. The city of Tallinn had a specific list of health expenditures eligible for compensations prior to the downturn while other municipalities deal with compensations for medical expenses on a case-by-case basis. However, availability of additional reimbursements varies across the country depending on actual financial situation of each municipality and as illustrated below, municipal budgets have come under strain during the downturn. Moreover, applying for additional social benefits might pose a social stigma. Introduction of a means tested cap on out-of-pocket payments should improve the situation of low income households and protect the chronically ill. Alternatively, this issue can be addressed under existing social benefits such as subsistence minimum.
Box 2. Out-of-pocket payments
Outpatient care. The biggest item of out-of-pocket payments is adult dental care, which is not covered by the insurance. Children and adolescents up to 18 years old are covered and there is a limited cash benefit for pregnant women and pensioners. When seeing a specialist contracted by the EHIF, a co-payment of up to EUR 3.20 is levied. Specialists not contracted by the fund can charge "reasonable" costs. Moreover, a specialist visit without a GP's referral is not covered by insurance. A GP's home visit is charged EUR 3.20, consultation within office hours is not charged. Emergency care is free of charge.
Inpatient care. A co-payment of up to EUR 1.60 per day is levied for a hospital stay (maximum 10 days per illness episode). Pregnant women, children and patients at intensive care units are exempt. Co-payments are charged for above-standard accommodation and for specific services such as inpatient rehabilitation of non-acute services. A co-insurance of 15% for nursing care was introduced in 2010.
Pharmaceuticals. Insurance covers fully only drugs used in inpatient care. For the rest there is a co-payment of EUR 3.20 per prescription and co-insurance of at least 50% of the price, and the EHIF doesn't reimburse more than EUR 12 per prescription. For chronic diseases, there is a co-payment of EUR 1.30 and co-insurance of 0-25%. Lower co-insurance payments apply for children and pensioners. Exceeding annual spending ceilings qualifies patients for additional reimbursements, but the patient has to apply. For expenditure between EUR 383-639, 50% reimbursement is available, for EUR 639-1 278, 75% is covered. Above this threshold there is no additional reimbursement available.
Source: Vork et al., 2010. Drug expenditures represent some 10% of the EHIF budget and are households' largest share of out-of-pocket payments. Pharmaceutical costs are some 20% of total healthcare spending, somewhat above the OECD average of 17%. Various reimbursement categories exist, and the category can depend on whether a drug is prescribed by a general practitioner or a specialist. The effective co-payment (total co-payment divided by total drug spend by insurance) for reimbursed drugs stands at some 37%, which is comparable to Finland but high compared to other European countries. Co-payments for pharmaceuticals were introduced as early as 1993 and over the period of 1997-2006 the total expenditure on 5.
Capacity to pay is defined as household income (or expenditure) above subsistence expenditure. Minimum subsistence levels currently stand at EUR 63 per month in a single person household and EUR 51 per person in multiple person household.
pharmaceuticals per capita has more than tripled and outpaced growth in its regional peers such as Finland and Sweden but also in countries like the Czech Republic (Kanovos et al., 2009 ).
Several studies, including EHIF's own internal analysis, point to low use of cost efficient generic drugs in Estonia (WHO, 2010) . Prescription in International Non-proprietary Name is compulsory for physicians unless there is a specific medical reason for a brand name. The pharmacies, until recently, were free to direct customers to specific products. Since patients pay the difference between the reimbursed and actual price, the EHIF wasn't really affected by such behaviour. However, pharmacies' exploitation of their information advantage over customers clearly constitutes a market failure, resulting in higher private spending on healthcare. In an attempt to tackle the issue, the government introduced a decree in March 2010, obliging the pharmacies to offer the least expensive drug available. Moreover, a public awareness campaign is currently under way ("Choose optimally priced medicine at the pharmacy") to improve awareness of the price choice patients are making when buying drugs. Yet anecdotal evidence shows that the cheapest reference drug is often not available in a pharmacy. The ownership structures of pharmacies' might be partly responsible. Although wholesalers are not allowed to own pharmacies directly, they can do so via subsidiaries. Thus some 80% of pharmacies belong to five of pharmacy chains and buy their supplies from two major wholesalers in the country (Koppel et al., 2008 . Also, existing regulations on opening of new pharmacies could also play role 
6.
A new pharmacy can be opened only when an existing one closes down. A distinctive feature of the Estonian health care system is digitalisation. Implementing ICT tools in healthcare systems across OECD countries can improve allocative efficiency by decreasing the use of health services -particularly expensive hospital care -through better co-ordination between primary and secondary care. There is also scope for improvements in technical efficiency such as preventing duplication of laboratory and diagnostic tests and preventing medical errors that can be extremely costly (Paris et al., 2010) . With the Estonian central authorities eager for IT-savvy solutions, a project for introducing a national database of medical documents has been on the agenda since 2003 and with some delay it finally got under way in 2008 building three databases (electronic health records, digital registrations, and digital imaging databases). The take-up rate among providers has been high since the systems are mandatory. Yet, the active use rate is somewhat more modest as it stood at some 30% and over 13 000 individuals accessed the patients' portal in 2009. The latest stage of this e-health approach is an electronic e-Prescription system launched in 2010, where prescribed drugs are stored in a national database that is accessed both by doctors and pharmacies for dispensing the drugs. Although the system suffered some teething problems at the beginning of the year and had to be temporarily suspended, it should significantly improve information gathering on drugs consumption and prescription. In this regard, it can significantly help to monitor prescribing patterns of doctors and dispensing by individual pharmacies. These should be systematically analysed to enforce wider use of the least expensive drugs.
Low pay and working conditions in the health care sector
The authorities see shortage of labour in healthcare as one of the main challenges. While the number of practicing physicians in Estonia (3.4 per 1 000 inhabitants) is just above the OECD average, there are only 6.4 nurses per 1 000 inhabitants compared to the OECD average of 9 in 2008. This can be party explained by remuneration. Doctors earn about double the national average wage, while nursing staff earn only slightly above the average ( Figure 5 ). The growth of the remuneration in the health care sector has been somewhat faster than the average in the economy in 2002-08. However, prior to the downturn there have been tensions over pay and it is likely that wage pressures will return with improving economic outlook. Currently, an agreement on minimum wages of nursing staff is in place. Remuneration in the medical sector is linked to the budget constraints of the health insurance fund, which saw an overall 2-4% decline in prices of health care services for 2011. To some extent Estonia suffers from the close proximity of the Finnish market, which offers better remuneration and poses relatively low language barriers 7 . Attractiveness of better pay abroad is part of the problem, but it doesn't seem to be the only explanation. It is estimated that only some 4% of doctors and 2% of Estonian nurses work abroad, not very high ratios in international comparison. Domestic opportunities for better paid jobs elsewhere in the healthcare sector play a role. Moreover, working conditions also matter and the authorities point out difficulties in attracting adequate staff in particular to rural areas.
The authorities are targeting an increase in medical staff and over the next decade plan for health personnel to stabilize at 3 doctors and 8 nurses per 1 000 inhabitants. Supply is to be boosted thru more state-commissioned study places in medical programmes at the University of Tartu, both for physicians and nursing staff. Other contributing factor to the low number of nursing staff could be demand driven. There is a prevalence of a doctor-centred care, where patients seek doctor consultations and nurses' role has been so far rather limited, while some of the medical tasks could be carried out by well qualified 7.
The remuneration of GPs in OECD ranges from 1.4 times the average wage of all workers in Hungary, to 4.2 times in the United Kingdom. In most OECD countries, the remuneration of nurses is above the average wage. This is particularly the case in Mexico, where the income of nurses is more than two times greater than the average wage. In Portugal, it is 70% higher. On the other hand, the income of nurses is lower than the average wage in Hungary, Slovak Republic, Czech Republic and Finland. In Finland, the growth in the salary of nurses lagged behind the growth in the average wage between 2000 and 2007, but in 2008, nurses have obtained a substantial pay raise which has somewhat narrowed this gap.
nursing staff thus making the system more cost efficient. The authorities are pursuing possibilities to facilitate such shift in care. As mentioned above, the nurses can conduct home visits and consultations already. Furthermore, there is a plan to allow them to prescribe a limited number of drugs.
Prevention and health promotion can also to some extent contain demand for future health spending and improve health status of population. OECD countries spend about 5% of health care expenditures on government programs for health promotion and disease prevention (OECD, 2010b) . Estonia spent some 3% of total health care expenditure on prevention in 2007 and during the downturn this funding has been cut to 2.6% in 2009. Main risk factors leading to ill health of the working age population are related to tobacco use, alcohol consumption, low levels of physical activity and unhealthy nutrition (Habicht and Ginnecken, 2010) . Thus campaigns promoting healthier lifestyle addressing these issues could bring potential future savings, although the evidence on this has been so far somewhat limited (OECD, 2010c). Most health promotion and prevention funding goes via the Ministry of Social Affairs, but other bodies such as Ministry of Justice and local municipalities also fund certain health prevention and promotion activities. 
Fragmented local government in need of reform
With over 200 municipalities and 15 counties, Estonia has an extensive network of local government and administration, considering its population size of only 1.3 million. There are 226 elected local governments -33 towns and 193 rural municipalities. Half of them have a population of under 2 000 inhabitants and two-thirds under 3 000. Local government has experienced something of a renaissance over the past decade as the central government has devolved a number of duties and responsibilities. Currently, about one quarter of general government spending passes via local governments, about 10% of GDP, and they carry out some 25% of public investment. The share of sub-central expenditure in total government expenditure varies widely across OECD countries. In Canada, sub-central governments account for over 60% of the total expenditure, in Greece it is only about 5%. Between 1995 and 2005, this share has increased from 31 to 33% on average in the OECD, with the majority of the countries decentralising (Blöchliger and Petzold, 2009) . Local governments in Estonia account for about a half of the general government debt and deficit, even though with debt at 4% of GDP, this is small. Local municipalities run no less than 380 companies and foundations, whose revenues amounted to EEK 7.3 billion, 3.3% of GDP in 2009.
The recession has increased local government deficits and debts across most of the OECD due to a "scissors" effect, which results from falling tax revenues and increasing demand for welfare services. During the downturn, Estonian local governments experienced a decrease of resources both as a result of lower income tax revenues and because the sharing arrangements for such revenues was altered. In 2009, local governments ran a deficit of 0.4% of GDP and in the medium term are expected to have a slightly negative balance of 0.2% GDP. Although local governments are constitutionally independent, in the current framework they have only limited revenue raising possibilities and are financially largely dependent on the central government. Municipalities are principally responsible for provision of public services and infrastructure, primary and secondary education, social care and welfare services and local public transport. Furthermore, they maintain pre-school care and numerous facilities for leisure such as libraries, sport grounds, museums but also long term care facilities for the elderly. In a number of these areas they act mainly as paymasters, in that they in effect disburse central government funds.
In addition to the municipalities, there are 15 county offices run by representatives of the central government, serving primarily administrative and co-ordination purposes. A county governor is appointed for a five year term and is agreed upon with the local governments. He is in charge of co-ordination of various state agencies within the county (such as public unemployment offices), economic and spatial development of the county and oversight of the local governments. Various central government institutions divide the country into various administrative units that do not necessarily correspond to the counties. For example, the health insurance fund has four regional branches that manage and supervise care across the country, and the Ministry of Justice also applies four administrative areas for its purposes.
A local government unit is headed by a municipal council that has a minimum of seven and up to sixty-three members depending on the population size. The council appoints a mayor and executive. Until 2005 there was a three year election cycle, but currently local government elections take place every four years. Representatives of the municipalities play a specific role in national politics. If the parliament doesn't succeed in electing the president, the head of state, municipalities step in. This arrangement gives them political clout on the national level, and especially as parliament has not succeeded in electing the president directly for some time now. 
Grants
Grants from State Budget Economic Income from economic activities and property Equal.
Equalization fund Transfers Transfers from foundations and NGOs.
Expenditure:
Staff
Wages with taxes Alloc.
Transfers to other entities Economic Operating expenses excluding wages.
Source: Ministry of Finance.
Limited revenue raising opportunities
As noted above, local government finances are to a large degree dependent on the central government budget. Revenues from taxes represent about a half of their budgets. While this is also true on average in OECD countries, for individual countries this ranges from 90% in Iceland to 13% in the Netherlands. Other revenue sources of Estonian municipalities come from economic activities and the central government via equalisation fund or grants. The core of the local government financing is based on sharing of personal income tax (11.4 of 21 percentage points goes to municipalities). However, since tax deductions are taken into account at the central government level, the local governments receive about 80% of personal income tax revenue. They also receive revenues from a modest land tax, where they have a certain degree of freedom to impose the rate within a range given by the central authorities (1 to 2.5%) and to waive the tax for pensioners and land under dwellings. However, the land evaluation hasn't been updated since 2001. Revenues from the land tax vary across the individual municipalities but overall make up under 4% of total municipal revenues. In principle, there are other local taxes but these are not much used. Municipalities can impose the following taxes (number in a bracket indicates how many of them actually do so): sales tax (3), boat tax (1), advertisement tax (47), road and street closure tax (15), motor vehicle tax (1), animal tax (1), parking charge (9), entertainment tax (0). In case of the sales tax that has been recently imposed also by the capital Tallinn during the downturn to compensate for the drop in revenues there is an upper limit set by the central authorities, as it cannot exceed 1% of the value of the goods and services. Moreover, as of 2012 this local tax will be abolished altogether. Collection of local taxes has to be either agreed upon with the central tax authority or done by the municipalities themselves, which can impose another effective constraint. Fees and profits from property sales or natural resources also represent a source of income for municipalities and these are significant mostly in oil-shale mining areas.
Indeed, across the OECD income tax followed by property taxes and consumption taxes are most used as sources for sub-central governments, as they make up around 95% of their tax revenue. In most English-speaking countries property taxes account for most of the local taxes, while in Scandinavian countries the personal income tax tends to be almost the sole tax source for municipalities. For the OECD area as a whole, the share of indirect taxes for local government financing has increased with most of this coming as a result of tax sharing arrangements where the sub-central government units have only a little taxing power. Resource allocation tends to be improved when local government spending is covered by own tax revenue. Such an arrangement makes local governments more responsive to citizens' preferences. It improves budget management as citizens become more aware of direct costs of publicly funded services and those benefiting from the services decide on the taxation levels and pay the bill. It also incentivises the local governments to think about growth-oriented economic and fiscal policies, since they can fully and directly reap benefits of their actions.
Transfers from the state budget come in two basic forms, conditional block grants and unconditional equalisation funds. Block grants are allocated for specific functions. Allocations for primary and secondary education represent the largest item and they cover teachers' salaries and capital grants for renovation of schools. As in other OECD countries, there is an equalisation mechanism for the transfers from the state budget. This is applied if expenditures exceed revenues and covers 90% of the missing resources gap (see Box 3). Currently some 200 municipalities are said to receive such equalisation grants. The decision on the amount of money available for the equalisation fund is negotiated annually between the central and local government representatives, and it is linked to the overall situation of the central government budget. In the past, both the equalisation coefficient and the personal income tax sharing arrangement have changed; most recently in 2009 when the portion of the personal income tax revenue allocated to the municipal budgets was reduced by 5%. Such changes in financing arrangements can at times make long-term financial planning at the local level difficult. Furthermore, the current mechanism does not encourage municipalities to cultivate their own revenues by encouraging local economic development.
Box 3. Equalisation mechanism
The equalisation formula currently covers 90% of the difference between normative revenue and expenditure. Normative revenue level is calculated as: i) personal income tax receipts for last three years multiplied by an income tax growth rate coefficient; ii) sum of land tax at a rate of 1.25%; and iii) charges for use of natural resources in last three years. Normative expenditures are calculated on a basis of population structure (children between 0-6 and 7-18 years old, numbers in the workforce, numbers of people 65 years and older), length of road infrastructure and the number of people in palliative care. A gap between thus defined revenues and expenditures is covered by 90% from the state budget's equalisation fund.
Most municipalities receive transfers from the equalisation fund. Only the capital Tallinn and some municipalities around it (Harju region) and with Ida-Viru region, where incomes from oil-shale mining are substantial, have the normative revenues higher than expenditures. These are excluded from the calculations. The overall amount available for the equalisation fund is negotiated yearly between the government and representatives of the municipalities. It accounted for 6% of local government revenue in 2009. The equalisation fund varies depending on the position of the central budget. Even during the boom years, municipalities were mostly running modest deficits. Moreover, since 2005 their debt has almost doubled, although in international comparison, it is still very small in terms of GDP, at 4% while in both Finland and Sweden the figure stands around 6% of GDP, close to the average for EU16. Some have argued that the numerous responsibilities passed onto the local level have not been matched by adequate resources (Friedrich et al.; Jauhiainen, 2008) . A recent Constitutional court ruling on the need to better specify earmarked allocations for fulfilling the state delegated tasks from other transfers highlights the ongoing tensions between the central government financing and local municipalities' budgets. This decision led to the establishment of a ministerial committee that identified only a small number of tasks that are not fully covered by the transfers, and these are to be covered in the 2011 budget. In any case, there is a formal consultation process in place for the allocation of new competencies, as according to the law they have to be agreed upon with the municipalities.
Tight budgets and borrowing restrictions
There are explicit borrowing constraints for local governments. Municipalities can take out loans, leases or issue debt securities and obligations, but only within a limit and for the purposes of an investment specified in their development plan. Restrictions apply on both the total amount of such debt and its interest payments. The total amount of debt cannot exceed 60% of the planned annual budget revenue (not including the earmarked grants from the central government budget). At the same time, interest payments cannot exceed at any given year 20% of revenues (less the pre-specified state transfers). Moreover, only budgetary revenues can be used as debt collateral, not real estate or other assets. Ministry of Finance has to be notified of the situation in each municipality and if these rules are broken it can suspend the transfer of funds to a municipality until the situation is remedied.
In response to the recent downturn and euro entry, lending possibilities have been temporarily tightened further. Between 2009 and 2011, borrowing can be used only for covering financing gaps for the EU's structural funds and other international assistance financing. Any such action has to be approved by the Ministry of Finance and, if not adhered to, can result in a suspension of transfers. During 2009 over half of municipalities asked for permission to take out a loan in order to fulfil financial obligation related to absorption of structural funds. However, this general rule will be altered as of 2012 to allow for a more differentiated approach. An amendment passed this year will allow for an individual debt limit for each local government, in the range of 60-100% of its revenue, set by the Ministry of Finance and this should also include municipal companies. Moreover, local governments will be obliged to prepare four year budgetary strategies. As mentioned above, local municipalities run a large number of companies and foundations and these are sometimes used as vehicles to get around the borrowing restrictions. While foundations are most active in the healthcare sector, the companies provide public utility services. The National Audit Office pointed out recently that a financing scheme whereby a loan is taken by a municipal company for the purpose of preventing an increase of the local authority's debt burden is fairly widespread. The repayments for such loans are later on reallocated from the municipality's budget (NAO, 2010) .
Since municipalities are responsible for the same set of services regardless of their size, there is a strong concern both at the central and local level about adequate capacity to ensure quality when delivering the public services, in particular for the smaller municipalities. A number of OECD countries face similar issues of local government management, and municipal consolidation is often at the heart of the debate. Implementing such a reform is not easy, due to both often strong local resistance in the name of local identity as well as technical difficulties in determining the "optimal" size of new units. Moreover, even if mergers in theory lead to economies of scale, the evidence of efficiency gains can be mixed and often it is the quality of service that is identified as the biggest gain.
Previous reform efforts unsuccessful
The central government has attempted a number of times to reform the existing system in order to address the issue of fragmentation and the small size of individual units. There was a proposal for a significant reduction in the number of municipal governments as recently as May 2009, in the context of the worsening financial situation and diminishing revenues. The proposal was to replace the existing structure with 15 larger local governments (on the basis of the existing counties) together with the five biggest towns keeping their current governing structures. However, the plan didn't go through and it is unlikely that the issue will be tackled again before the next general elections. Earlier proposals focused on a minimum population requirement of 3 500 residents per unit, with 4 500 in city areas, and aimed at decreasing the number of municipalities by half. A financial incentive was introduced in 2004 to cover up merging costs. Some 27 municipalities have merged since these incentives were introduced and overall since the early 1990s some 60 municipalities have merged. In an analysis of merging prospects Sootla (2009) finds that due to the small size of many rural municipalities, they continue to be run by local elites for extended periods since they are able to obtain an overwhelming majority in local elections. This means both more stability and more experience at attracting central government grants. But it also translates to a certain form of rivalry among municipalities for scarce central government finances, thus undermining the incentives and willingness for co-operation and merger (Sootla et al., 2009) .
Horizontal co-operation developing
Horizontal co-ordination and co-operation is the other way forward and to a certain extent this is already happening, via joint public service provision in areas such as waste management, transport or social and health care. A number of OECD countries are increasing co-operation among local governments and creating framework conditions for doing so. For example in Switzerland, where municipalities and cantons enjoy a relatively large autonomy, local governments have formed a private company that helps them to tap into bond markets. On the other hand in Denmark, such activity is organised by a public entity. A similar feature already exists in Estonia in the field of public procurement. A non-profit organisation formed by some local governments and the private sector concentrates the experience in public procurement tendering, but using its services is voluntary.
OECD countries use performance measurement systems in order to structure co-ordination both vertically and horizontally among levels of government. In Estonia, financial monitoring is carried out by the Ministry of Finance (the state of municipal finances is available on a monthly basis on the Ministry's website). The National Audit Office established a special unit focusing on local governments in 2006 and the Statistical Office also publishes descriptive annual reports on local governments. Furthermore, the Ministry of Social Affairs has been working on an annual data collection on social services provision and the Ministry of Interior has commissioned a study on a local government capacity indicator. Although primarily descriptive of the geographical, demographic and institutional features, the indicator confirms varying availability of services across the country and that municipalities with a population of over 5 000 tend to perform better than the smaller ones.
Box 4. Local government reforms in the region
Finland, one of the most decentralised countries within the EU, has imposed minimum service requirements in 2007 as a part of a larger local government reform (PARAS) with a clear goal of encouraging economies of scale (OECD, 2008 ). This notion is based on a voluntary co-operation or mergers with neighbouring municipalities. The trigger for the reform was a need to address a demographic challenge of northern and eastern municipalities that are losing population as younger people move to urban centres while the older generation remains requiring specialised and high quality services. Given that municipal governments are the main providers of health care and elderly care services, these demographic trends threatened municipal financial sustainability as well as capacity to provide adequate basic public services. Different minimum population size has been set for various public services provision and wider co-operation plans on land use, housing and transport. For example, 20 000 inhabitants for primary health care and social services, 50 000 for vocational and basic education. This has been accompanied by financial merger grants of EUR 2 million to 19 million to those that merge between 2008-13 and a possibility of a cut in transfers from the central government for those who do not merge. So far, given that the mergers are still a voluntary option, it has resulted in a considerable decrease of almost 20% in the number of municipalities from 415 to 342 in 2010.
Probably the boldest local government reform in the region has been carried out by Denmark in 2007 cuting the number of municipal units from 270 to 98 while reorganising responsibility for health care to five newly created regions. Denmark is a traditionally decentralised country, with a general consensus on the importance of local democracy. Also, voluntary horizontal co-operation had a long history but was often criticised for a lack of transparency and democratic control. Following two previously-failed attempts, this reform has received a strong backing from the central authorities and was carried out relatively fast. It transferred healthcare to the newly formed regions, while municipalities remain responsible for most of welfare tasks and the central government was given a clearer role of overseeing efficiency of services provision at both of the sub-levels. This was accompanied by a new financing and equalisation system. On the reform process itself, the notion was launched with a commission that assessed whether the existing decentralised system matched the current needs of the population. Its report recommended a total reform of the public sector, including a change in boundaries and reallocation of tasks between the centre and other tiers of government. After a series of public hearings and discussions with the municipalities, the local governments had to take part in a "controlled voluntary process" whereby they could choose with whom they wanted to merge in order to reach a minimum population threshold of 20 000 inhabitants. The government had to intervene in only two cases, but it was important that it could have intervened anyway. There were also a number of carrots and sticks applied, for example a guarantee that no public official would lose a job in the first year of implementation and those who did not reach required population size would not be given new tasks that were transferred to the local governments and would have to conclude compulsory service agreements with their neighbours.
A general overview of political economy of ten fiscal federalism reform episodes in nine OECD countries (Australia, Austria, Belgium, Canada, Denmark, Finland, Portugal Spain and Switzerland) between 2001 and 2009 found that since institutional framework shaping fiscal relations and powers of sub-central governments are country specific and so are the reform paths (OECD, 2011) . However, some common features had been identified from the county-specific experiences. Notably, different government levels do not always have antagonistic interest and often the dividing line runs between wealthy and poor municipalities. Electorate mandate for reform of local governments are important, but not crucial. Reforms often build on earlier attempts and pilot programmes, and most of them consisted of bundling of several elements such as fostering efficiency with increased redistribution. Expert panels operating outside the direct influence of the administration were often considered as a precondition for a successful reform while consultation and involvement of major stakeholders should concentrate on principles. In a number of cases transitional compensations proved necessary as a measure to reduce opposition and forge majorities for support of the reforms. Furthermore, political leadership support tends to accelerate reform with its credibility increasing when the politicians driving the changes have no direct stakes in the reform. Source: Reforming Fiscal Federalism and Local Government: Lessons From Ten Country Studies (OECD, 2011, forthcoming) , OECD Economic Survey of Finland (2008 Finland ( , 2010 .
Financing mechanism can play an important role in encouraging local governments' co-operation or even mergers. OECD countries apply various schemes of municipal financing. One possibility is a separation of the equalisation mechanism of revenues and costs and involving municipalities financially in those arrangements as is done in Sweden or Finland. Tightening the equalisation scheme is another option and in the Estonian context looking at real costs as well as normative ones could help. Reviewing the existing earmarking and block grants would be warranted in order to ensure that there are no overlaps. The equalisation formula itself can have built-in incentives for increasing the population size as coefficients for tax sharing arrangements can be differentiated for very small population sizes. Maintaining such a large number of small local governments is ultimately only a second best solution and the experience from neighbouring countries in imposing minimum population requirements for provision of a number of public services is fairly telling.
Box 5. Recommendations on public sector efficiency
Realising efficiency gains in the healthcare system  An update of the hospital network plan for active treatment should reflect changing healthcare consumption patterns of the population.
 The authorities need to remain vigilant on issues of quality of care and consider developing a wider system of quality indicators, looking also into a broader international context for establishing these benchmarks and co-operation for specialised care.
 The role and importance of primary care should increase by boosting the responsibilities and oversight of family doctors.
 Introduction of a means tested cap on out-of-pocket payments should improve the situation of low income households and protect the chronically ill. Alternatively, this issue should be addressed under existing benefits such as the subsistence minimum. Adequate accessibility of healthcare, in particular dental care, for financially distressed households needs to be ensured.

Continue with the promotion of generics and least expensive drugs both among patients as well as doctors. Monitor prescribing and dispensing patterns to identify scope for improvement; disseminate information on best practices for physicians and pharmacists; investigate those that deviate excessively from norms. Contracts with the national health insurer for non-complying providers should then be reconsidered. Oblige pharmacists to always supply the cheapest generic drug. Moreover, the authorities need to be vigilant in safeguarding competition among the pharmacies.
Reviewing existing remuneration in the health care sector with a view to increasing wages, in particular for nurses, as well as improving general working conditions will be inevitable.
Re-thinking sub-national government
 Reform local governments either by merging or requiring greater co-operation; in this context, consider imposing minimum population requirements.
 Strengthen the revenue raising possibilities by providing the local municipalities with more scope for setting the land tax. One possibility for enlarging its revenues is to bring buildings into the tax base.
 Develop further indicators and monitor quality standards of public service provision to help to build up an argument for consolidation of local government, especially for those municipalities that would be underperforming.
 Tightening the equalisation scheme is another option and in the Estonian context for example looking at real costs as well as normative ones set uniformly by the central government could help. Reviewing the existing earmarking and block grants would be warranted in order to ensure that there are no overlaps.
